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To all REA Co-op Officials: 


In an earlier Co-op Chat, I called your attention to the misleading 
character of newspaper advertisements designed to discredit REA 
co-ops in the eyes of small tow business and community leaders. 
Since then, we have had many requests for a more comprehensive state- 
ment on what taxes the co-ops do or do not pay, and why. 


The attached question and answer leaflet about co-op taxation attempts 
to give you the facts which should enable you to correct any gross 
misstatements circulated in your community about co-ops in general or 
your REA co-op in particular. 


The groups hostile to co-ops have set up a clamor fot "tax equality" 
between co-ops and "private" business. They try to make the small 
town merchants believe that co-ops enjoy unfair tax advantages over 

. other businesses along main street. A careful reading of the leaflet 
will make clear that this is not so. The "tax equality" slogan is 
merely a smoke screen behind which the real objective of these groups 
is hidden. That objective is to cripple, and if possible to destroy, 
all. co-ops which are doing an effective job of serving their members 
at cost. 


These anti-co-op groups say that there is no difference between the 
profits on which a profit corporation is required to pay an income 
tax and the amounts which a co-op returns to its patrons as rebates 
or refunds on their patronage. They say that there is no “tax 
equality" until the co-ops are required to pay an income tax on 
these amounts. They refuse to admit the obvious fact that overpay—- 
ments which a co-op is pledged to return to its patrons are not 
"income" or "earnings" to the co-op and cannot therefore be taxed 
as co-op income. These matters are fully expiained in the attached 
leaflet. The point can also be made clear, I believe, by an illustra- 
tion out of my personal experience. 


One of my first ventures into the field of agricultural cooperation 
dates back some years, when I was a young farmer in Indiana. Ferti- 
lizer prices were high then, much higher than now. Some of us farmers 
in my county felt that we might be able to save a little money by pool- 
ing our fertilizer requirements through our co-op to take advantage of 
quantity discounts. By getting an order for a whole carload together, 
my neighbors and I found that we could save about $6 per ton on the 
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cost of fertilizer. The co-op acted as our agent in this deal. Out 
of the money we put up, the co-op paid for the fertilizer and took 
care of the freight and other incidental costs. 


If the co-op had been a profit corporation it would have kept as its 
earnings or profits the remaining balance of the money we put up, and 
it would quite properly have had to pay an income tax on that income. 
However, as a non-profit business, the co-op was under obligation to 
return to us what it had received from us in excess of the actual 
cost. This difference was a saving to us on our fertilizer purchase, 
not income or profit to the co-op. Since an income tax can be levied 
only on income, and since our overpayments were not income to the co- 
op which merely acted as our agent and was obligated to return to us 
these overpayments, it stands to reason that there could have been no 
just basis for requiring the co-op to pay an income tax on this ferti- 
lizer business transaction. You cannot tax income that does not exist. 
Of course, this savings on my fertilizer purchase reduced my farming 
expenses and correspondingly increased my profit or net income for the 
year. 


As far as REA co-ops are concerned, the adoption of the capital credits 
plan recommended by REA will do much to clarify the non-profit char- 
acter of the co-op in such a way that the fallacy of the "tax equality" 
argument becomes readily evident. By clearly specifying in the bylaws 
that any amounts received in excess of the cost of service are capital 
furnished to the co-op by its patrons, a co-op will eliminate any pos- 
sibility of a misunderstanding as to its truly non-profit nature. 


Sincerely, 


Ode bo ithehaonrA 


Administrator 
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Basic Facts About Co-op Taxation 


Is it true that co-ops pay no taxes? 
No, it is not true. All co-ops pay taxes. 
What taxes do co-ops pay? 


All non-farm consumer co-ops and about half of all farmer co-ops pay 
all Federal, state and local taxes the same as any other business 
corporation. Specifically, they pay real and personal property taxes, 
occupational license taxes, social security taxes, various excise 
taxes, sales and use taxes, and income tax just a any other busi- 
ness corporation. 


Farmer co-ops and REA co-ops which meet the restrictions and qualifi- 
cations specified in the Internal Revenue Code (which are based on 
Federal laws enacted by the U. S. Congress) are not required to pay a 
Federal income tax nor, in some states, state income taxes. But even 
then they must pay virtually all other taxes listed above. However, 
some State legislatures have provided some degree of tax relief espe= 
cially for rural electric co-ops to encourage their t g electricity 
to thousands of rural people whom the commercial power companies had 
been unwilling to serve at a cost they could afford to pay. 


Are all other kinds of business required to pay a Federal income tax? 


No. A business owned individually or operated as a partnership pays 


no Federal income tax. 


Are there many such private business enterprises, apart from co-ops, 
which are not required to pay a Federal income tax? 


Yes. According to the 1940 census there were 2,616,956 business units 
engaged in distribution of goods or services. Only about one-half of 
one percent of these were co-ops. Most of the others, 86.4 percent to 
be exact, were individual proprietorships or partnerships and there- 
fore did not pay any Federal income tax. 


Are the proprietors or partners of these business enterprises required 
to pay a Federal income tax? 


Yes, but only on their personal income, just as farmers are required 
to pay a Federal income tax on their personal income. 


Is it fair to compare the farmer with the proprietor of an unincorpo- 
rated store on main street, as far as the Federal income tax is con- 
cerned? 
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Yes. Each is a small businessman engaged in private profit enterprise. 
The owner of an unincorporated business which has net earnings or 
profit pays a personal income tax on his income from his business. In 
the same way, a farmer pays a personal income tax on his net earnings 
or profits from his farming business. If the farmer's cost of doing 
business is reduced because he has saved money by dealing through a 
co-op, his net income for tax purposes will be that much greater. In 
fact, many thousands of farmers who are paying a Federal income tax have 
moved up into the income tax paying class only because their membership 
in one or more co-ops has helped them to make their farming enterprise 
more profitable. 


Does a co-op which can qualify for Federal income tax exemption have 
any Federal income tax advantage over the two million businesses which 
are operated by individuals or as partnerships and which make up most 
of the local business enterprises on the “main streets" of our country 
towns? 


No, since neither is required to pay a Federal income tax. 


What then does this whole argument about co-op taxation really boil 
down to? 


Whether co-op seri it have any unfair tax advantage over other kinds 
of corporations. The anti-co-op propaganda line is that co-ops do not 
pay their share of the Federal income tax because (1) some co-ops are 
exempt from the Federal income tax and (2) co-ops in general do not pay 

a Federal income tax on the amounts which they return to their patrons 

as patronage refunds or credit to them as capital contributions. Let's 
take up the first point first. It applies only in the case of farmer 
co-ops and of REA co-ops which comply with specific Internal Revenue laws. 


If a co-op can meet the conditions for Federal income tax exemption, 


what does it really gain? 


Not very much. In the case of a farmer co-op, the benefits are limited 


‘to income tax exemption on (a) amounts set aside in reserves in which 


the patrons have no assigned equity and (b) funds used for paying limited 
interest-dividends to shareholders on their capital stock. In the case 
of REA co-ops, the benefits are limited to (a) above. 


In April 1946, the Committee on Small Business of the House of Repre- 
sentatives issued a report on "The Competition of Cooperatives with 
other forms of Business Enterprise." This House Report is based on 
"several months of study and investigations," including also open hear- 
ings in different parts of the country. Its findings "... represent 
the unanimous opinion of all members of the House Committee on Small 
Business." The Report states: 


"In view of the rigid restrictions and limitations neces- 
sary to be observed for a farmer cooperative to obtain 
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income-tax exemption, it appears that the exemption is 

of doubtful advantage to a cooperative. The record 
discloses that only about half of the farmer cooperatives 
have qualified for tax exemption, which would indicate that 
the qther half have concluded that the exemption is of no 
value." 


On another page, the Report points out that the total amounts involved 
are "relatively small" and that "No appreciable revenue would accrue 
to the Government if income tax were levied on these amounts." 


Why did the Congress make it possible for farmer co-ops to get any exemp— 
tion from the Federal income tax? 


This question can best be answered by several quotations from the House 
Report: 


The Report states: 


"It has apparently always been the intention of the Congress 
to provide to agriculture certain aids comparable to those 
extended to railroads and other basic industries of a grow- 
ing nation. From the recorded discussions that appear in 
the Congressional Record and in the hearings of various 
Committees on cooperative legislation, it has usually 
appeared that Congress desired to assist agricultural groups 
and similar organizations, operating not for profit, in 
their problems of obtaining access to capital and access to 
fair and equitable markets for the products of their labor, 
and to permit them, if possible, to assist themselves in 
purchasing their needed production supplies and other such 
activities as they might normally engage upon, which activi- 
ties would in the end better the circumstances of the mem- 
bers and increase their standards of living." 


And agains 


"Agricultural cooperatives were originally formed as a 
possible means of providing assistance to the independent 
small farmer who was at a marked disadvantage in his 
bargaining position, being forced to accept low prices 
for his products and to pay high prices for all of the 
articles which he required for his production. The 
committee is of the opinion that the conditions which 
gave rise to the cooperative movement have not entirely 
disappeared, ahd, further, that the growing trend of 
economic concentration into large-scale organizations 
and growing concentration of control of industry groups 
is reaching into the Agricultural field to a marked 
extent. As the trend grows the difficult position of 
the individual farmer will be increased, and the abnormal 
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conditions that led to the original cooperative move- 
ment may become intensified." 


And- finally: 


"There is substantial evidence to show that ‘the co- 
operative movement operates as a very successful means 
of combating monopolistic concentrations and, as such, 
is a very healthy addition to the American economy." 


Does this explanation also apply to REA co-ops? 


The House Report does not refer to REA co-ops. But the fact cannot be > 
denied that about 90 percent of our farm families had to get along with- 
out central station electric service until the Congress made it pos- 
sible, through REA, for rural people to obtain electric service for 
themselves on a non-profit, cooperative basis. Although farm people 
need electricity even more than city people, most power companies were 
reluctant to build rural lines. If farmers were offered electric 
service at all, they usually were asked to make a large cash donation 
toward line construction cost, to guarantee a high monthly minimum pay- 
ment and to pay a high rate per KWH. Very few farmers could afford 
electric service on such conditions. 


It was only after the REA co-ops got going that the commercial power 
companies became interested in providing farm service on easier terms, 
but generally only in the more densely populated sections of rural 
areas. Although more than 55 percent of our farms are now electrified, 
most of these would still be without electricity if the job had been 
left exclusively to the commercial power companies. And many of the 
2,500,000 farms still unelectrified would have no hope of ever getting 
electric service, were it not for the electric cooperatives engaged in 
providing area-wide service on a non-profit basis and at the lowest 
possible cost. | 


How can a co-op qualify for Federal income tax exemption? - 


1. A farmers marketing or purchasing co-op is entitled to income tax 
exemption under Section 101 (12) of the Internal Revenue Code if it 
(a) confines its membership essentially to farmers, (b) does most of 
its business with members only (at least $5 percent in case of a pur- 
chasing co-op), (c) limits interest-dividends to shareholders to 8 
percent or less, (d) sells voting stock only to user-members, (e) 
operates on a cost basis by returning to the patrons in proportion 

to their patronage the excess revenue which in a profit corporation 
would be paid as dividends to stockholders, and (f) treats all patrons 
(members and non-members) alike in making patronage refunds. 


2. An electric co-op is entitled to income tax exemption under Section 
101 (10) of the Internal Revenue Code if it (a) does at least 85 percent 
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of its business with members only, (b) pays no interest-dividends at 
all to stockholders, (c) operates on a cost basis, and (d) treats all 


patrons (members and non-members, if any) alike in making patronage 


refunds or otherwise crediting to them any payments in excess of cost. 
What is the reason for these restrictions and limitations? 


To make sure that the exemption cannot be abused, that it will be applied 
only to the types of organizations for which the Congress intended it. 


Do these exemptions result in any considerable loss of tax revenue to 
the Government? 


No. While the exact amount is not known, some idea can be gained from 
an analysis of the annual information return which all exempt co-ops 

are now required to file. The Joint Committee on Internal Revenue 
Taxation reported in 1945 that for the year 1943 the 5,223 exempt farmer 
cooperatives reported a total of only $12,000,000 paid as dividends on 
capital stock. If each of these co-ops had been required to pay the 
applicable rate of corporation income tax on the relatively small amounts 
it paid out in stock dividends, very little tax revenue would have been 
obtained. And since REA co-ops declare no stock dividends whatever, the 
question of corporation income tax on such amounts does not even arise 
in their case. 


What then do such groups as the so called National Tax Equality Associa- 
tion have primarily in mind by accusing co-ops of not paying their fair 
share of taxes, . 


They contend that every to-op should be forced to pay Federal corpora- 
tion income tax on all amounts received from its patrons which are in 
excess of the cost of service, including also the amounts which are 
returned to the patrons as patronage refunds or credited to them as 
capital contributions. They claim that all such excess receipts are 
earnings to the co-op, regardless of the conditions which determine 
ownership rights in these amounts. It is in this sense that the word 
"earnings" is used in the following NTEA statement: "All cooperatives 
must pay full Federal and state income taxes on all earnings before 
distribution - just like privately owned companies. That's what we 
mean by Tax Equality." 


Is there any essential difference between the patronage refunds or 
capital credits to co-op patrons and the dividends paid by a profit 
corporation to its stockholders on their stock investments? 


Yes. The typical co-op is legally obligated to return to its patrons 
any amounts collected from them in excess of the cost of service to 
them. Because such amounts belong to the patrons and not to the CcO-Op, 
they are not income or earnings to the co-op. Therefore they cannot 
be taxed as corporation income. On the other hand, the typical profit 
corporation is under no such obligation. It claims and has the legal 
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right to retain as its property the amounts received from its customers 
in excess of the cost of service. These amounts, instead of being re- 
turned to the corporation's customers out of whose pockets the money has 
come, are corporation earnings or profits to which its customers have 

no claim. As corporation earnings they are subject to the Federal income 
tax. That fact is not changed even if the corporation later decides to 
distribute all or a part of its earnings to its stockholders as dividends 
on their stock investments. 


The essential points to keep in mind are that (1) amounts held by a 
corporation for paying stock dividends to its stockholders are a part 

of the corporation's earnings or profits from business done with its 
customers, and (2) amounts held by a co-op for making patronage refunds . 
have never legally belonged to the co-op, even though the co-op is in 
temporary possession of such funds. They are owed to the co-op's patrons 
by reason of a contractual obligation and are therefore not earnings or 
profits to the co-op. 


Would it mean greater tax equality if co-ops were forced to pay an 
income tax on that portion of the amounts they receive which by con- 
tract belongs to the patrons as patronage refunds or capital credits? 


No, on the contrary. Such a law would be discriminatory against the 
co-ops by imposing on them a tax to which no other type of business is 
subject. 


Would the Nation be benefited by a law requiring co-ops to pay an 
income tax on patronage refunds? 


No, because such a law would weaken co-ops and might even destroy many 
of them. This would mean a serious financial loss to several million 
farm families whose savings are invested in co-ops and whose successful 
farming enterprise depends on the sefvices provided by co-ops. It would 
endanger the survival of many family-size farms which are the basis of 
our private enterprise system in agriculture. Besides, such a law would 
be impractical and would conflict with existing concepts of taxation. 

In the words of the House Report, "Any Federal tax concept which would 
impose income taxation on income which is not the property of the tax-— 
payer would require a complete revision of the Federal taxation policy 
and in the absence of complete revision would cause serious distortion 
of the existing policies." 


And on another page, the House Report states: 


"The Bureau of Internal Revenue has ruled, and the courts have 
upheld, the principle that the cooperative entity serves only 
as an agent for and on behalf of its members, and that-at no 
time does its income belong to other than its members. .Since 
the apparent intent of the Congress in levying taxes has been 
to levy on ability to pay, it does not appear to be reason- 
able or equitable to attempt to levy a tax on a cooperative 
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for income which does not belong to it nor to levy a tax 
for which it has no funds to pay. The levy of a re- 
ceipts tax on such a cooperative would probably raise 
constitutional objections. Such a tax would have to be 

- levied against all types of organizations which have in- 
come, which, by virtue of their charter, does not belong 
to them as an entity, but which belongs in a nonprofit 
sense to their members. Such a tax would seriously affect 
schools, churches, charitable and scientific organizations, 
and many social clubs which have a comparable advantage of 
tax exemption." 


Is the co-op form of enterprise used only by farmers and urban consumers? 


No. It is used by many business firms which are in business for profit. 
For example, independent grocers in many localities have joined together 
in owning and operating a grocery wholesale business on the cooperative 
basis. Any savings made by such a wholesale are returned to the retail 
grocers who are the members and patrons of the wholesale. No. income tax 
is paid by the wholesale on such patronage refunds. Many retail hard- 
ware dealers are using the same method in order to cut their costs and 
increase their profits. One of the largest news gathering agencies, the 
Associated Press, is operated cooperatively by the newspapers it serves. 
The House Report states: 


"There is substantial evidence to indicate that many of 
the most vocal opponents of cooperatives are themselves 
members of cooperatives and their firms engage as members 
in cooperative enterprises. One particular industry group 
has organized and operates one of the largest cooperative 
insurance agencies. Other wholesale and retail groups 
have organized and operate cooperative purchasing and 
distributive organizations. Many similar cases were cal- 
led to the Committee's attention." 


And the National Association of Manufacturers, which can surely not be 
accused of working against private enterprise, also has recognized that 
cooperatives are entitled to a place in our economic system. 

This is clear from the following excerpt from a NAM report recently 
issued: 


"A cooperative is a form of business enterprise that 
enables a group of individuals, partnerships, or cor- 
porations, to combine together for the purpose of pro- 
ducing or buying or selling a commodity or service. 
City consumers have gotten together to buy goods and 
sell them. Businessmen have formed mutual fire- 
insurance companies. Individuals join together to 
buy life insurance through a mutual insurance company 
or merchandise through a mutual wholesale-purchasing 
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association. People who save money put their funds in 
a mutual savings bank. Farmers join together to buy 
the goods they use in production or to sell the things 
they grow. All these are cooperatives. They are also 
legitimate forms of private enterprise." 


Under our present laws, could any profit corporation make patronage re- 
funds to its customers and thereby decrease the amount of Federal in- 
come tax it would have to pay? 


Yes, it could. If it obligated itself in advance to return to all of 
its customers a rebate (ratably in proportion to their patronage) out 
of its net margin at the end of the year, the amounts so rebated would 
not be subject to the Federal income tax. As stated in the House 
Report: 


"Aericultural cooperatives which are nonexempt from 
Federal income tax and all consumer cooperatives 
apparently enjoy no privileges or advantages under 
the tax laws which are not available to all other 
types of competitive businesses operating in the 
same lines of endeavor. It seems readily apparent 
that noncooperative business agencies, if they are 
willing to render services at cost, would not be 
subject to any income tax." 


In view of the facts brought out in this discussion, is there any good 
reason why businessmen in rural towns should be unfriendly toward rural 
electric co-ops? 


No. On the contrary, these facts should help the merchants on "main 
street" to realize that an electric co-op is an asset to the commnity 
and is deserving of community support. It pays its fair share of 
taxes. It does not increase the merchants! tax burden nor is it a 
threat to private enterprise. By making low cost power available in a 
rural area, it actually promotes the establishment of new commercial 
and industrial business enterprises. 


By helping to make farming more profitable and farm living more satisfy- 
ing, the electric co-op strengthens farming as a private enterprise and 
makes for a healthier and wealthier rural community. This is reflected 
in'more business for the merchants on "main street" and in improved com- 
munity facilities and services. And experience has shown that for many 
farm families in sparsely settled rural sections of any area there will 
be no relief from the drudgery of the kerosene lantern age unless they 
can obtain electric service through a non-profit co-op. 
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